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appropriate focus in this proceeding. Also, data are available for interstate return on
investment, the specific earnings measure that has been considered by the Commission.
SWBT can only speculate that MCI chose to use ROE for the RBHCs because it distorts
the record.

Even ignoring MCI’s use of RBHC data alone, however, MCI incorrectly
manipulated the RBHC ROE calculations. MCI made selective adjustments to the
numerator of the ROE calculations without making the corresponding adjustments to the
denominator. MCI attempted to calculate ROE adjusted for extraordinary items for the
RBHGC:s by specifically increasing the RBHC returns by the adjustments for extraordinary
items, without making the corresponding adjustments for extraordinary items to the RBHC
equity data in the denominator. Corrected data for the RBOCs, AT&T and MCI are
presented below.”

Return on Equity

RBOCs AT&T MCI
1993 9.28% 19.61% 15.86%
Further disproving MCI’s false allegations, SWBT, USTA and others have

already demonstrated that the returns of the price cap LECs have been below the returns

of the median of the S&P 400 and below the earnings of MCI and AT&T.*

 The source for this data is Compustat from Standard & Poors.

21 See evidence referenced in footnote 16 above.
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V. THE COMMISSION SHOULD MOVE NOW TO MODERNIZE REGULATION
OF THE PRICE CAP LECS.

The Commission should, without delay: (1) adopt a price cap plan as
described in phase 1 of the USTA Proposal; and (2) initiate a specific, targeted proceeding
to reinvent regulation of LECs to reflect market realities, as described in phase 2 of the
USTA Proposal.

In spite of the best efforts of some parties to paint a picture of a failed LEC
price cap plan, the truth is that the plan has generated the results it intended, and it is time
for the Commission to proceed with a new plan that is simpler than the current one and
more consistent with the changing environment. To do otherwise would not only dismantle
the benefits which have been fairly shared by LECs and access customers, it would send a
disturbing signal to the investment community, dampen the incentives for equity investors
to put their capital in the LEC industry, and create disincentives for the LECs’ parent
companies to invest available resources in the regulated telephone networks.

Respectfully submitted,

SOUTHWESTERN BELL TELEPHONE COMPANY

Fop

Robert M. Lyhch
Durward D. Dupre
Thomas A. Pajda

By

Attorneys for
Southwestern Bell Telephone Company

One Bell Center, Suite 3520
St. Louis, Missouri 63101
(314) 235-2507

January 31, 1995



Attachment 1

Rebuttal of MCI’s Analysis of EBITDA

In its recent ex parte contacts with the Commission, MCI has attempted to use
an operating cash flow analysis to persuade the Commission that price cap LEC earnings
are unreasonably high. MCT’s use of EBITDA data is irrelevant to price cap regulation.
All MCI accomplished with their EBITDA analysis was to demonstrate the obvious fact that
the LEC industry is capital intensive.'

MCI presented data on EBITDA, Earnings Before Interest, Taxes,
Depreciation and Amortization. The measure focussed on by MCI does not determine
profitability. It measures earnings before subtracting out a number of very significant
reductions to earnings, most notably before subtracting out depreciation and amortization
expenses. As a result, EBITDA measures are greater if depreciation expenses represent a
larger share of total expenses, as is clearly the case for the LECs.

MCI relies solely on comparison of EBITDA ratios between the LECs and
other industries. Totally discrediting MCI’s approach, however, is the commonly held fact
that comparisons of EBITDA ratios between industries are absolutely meaningless for the
purpose which MCI intends. EBITDA ratios differ significantly between industries primarily
because different industries use vastly different production processes, serve significantly
different product and service markets and therefore have substantially different relative
levels of depreciation and amortization expenses.” Financial analysts clearly recognize that
the level of EBITDA ratios cannot be meaningfully compared across industries and should
only be used to compare the relative levels of cash flow, not profits or earnings, among firms
within an a single industry where production processes are not expected to differ
significantly.

! For additional rebuttal of MCI on this issue, see: USTA written ex parte, dated
January 20, 1995, from Mary McDermott, VP & General Counsel, USTA, to William F.
Caton, Acting Secretary, FCC; and NYNEX ex partes, for example December 8, 1994 with
Kathleen Wallman, Chief of the CCB and members of the CCB staff.; and BellSouth ex
partes, for example December 8, 1994 with Kathleen Wallman, Chief of the CCB and
members of the CCB staff.

? Different industries also differ in their interest relative amounts of interest and tax
expense, which also influence the EBITDA ratios incorrectly used by MCL

3 See, e.g., USTA written ex parte communication, dated January 20, 1995, from Mary
McDermott, VP & General Counsel, USTA, to William F. Caton, Acting Secretary, FCC.
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The RBOCs generate 60 cents in sales for every dollar of invested capital.*
AT&T generates $3.45 for each dollar of invested capital, while MCI generates $1.54 for
each dollar of invested capital. Given that it takes more invested capital for LECs to
generate sales of their services -- because of the very nature of the markets that they serve,
compared to IXCs -- EBITDA ratios for LECs will tend to be higher for the LECs than for
IXCs. This is a fact, pure and simple; it is not a "symptom" of an "illness" that revisions to
the price cap plan will cure.

MCTI’s EBITDA analysis can be used only to conclude that the LECs employ
a significant amount of capital in providing service; it cannot be used to conclude anything
about the appropriate path of the current price cap performance review. The fact that
LEGs have higher depreciation expenses as a share of total expense cannot form the basis
for the revisions to the price cap plan for LECs recommended by MCI.?

* Ratios presented here are Sales as a Percent of Net Property, Plant and Equipment.
The source for the data used in this paragraph is Compustat, from Standard & Poors.

> This fact may serve to point out why reform of the Commission’s depreciation
prescription rules remains important to the LECs. Elimination of earnings sharing removes
the last remaining roadblock to the Commission’s ability to provide significant reform of the
depreciation prescription rules for LECs. See SWBT Comments in CC Docket No. 92-296,
filed March 10, 1993 at pp. 9-16.
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FRANCIS E FLETCHER JR

GARDNER CARTON & DOUGLAS

1301 K STREET NW
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WASHINGTON DC 20005

JOHN C SMITH

GENERAL COUNSEL
AERONAUTICAL RADIO INC
2551 RIVA ROAD
ANNAPOLIS MD 21401

MICHAEL S PABIAN

ATTORNEY FOR AMERITECH
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HEATHER BURNETT GOLD
PRESIDENT

ASSOCIATION FOR LOCAL
TELECOMMUNICATIONS SERVICES
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SUITE 607

WASHINGTON DC 20036

GREGORY VOGT

CHIEF TARIFF DIVISION ROOM 518
FEDERAL COMMUNICATIONS COMMISSION
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WASHINGTON DC 20554

AD HOC TELECOMMUNICATIONS USERS
COMMITTEE

ECONOMIC CONSULTANTS

DR LEE L SELWYN
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CAROL C HENDERSON

EXECUTIVE DIRECTOR WASHINGTON OFFICE
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WASHINGTON DC 20002-5675

W THEODORE PIERSON JR

RICHARD J METZGER

DOUGLAS J MINSTER

ATTORNEYS FOR
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W THEODORE PIERSON JR
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DOUGLAS J MINSTER

ATTYS FOR ASSOC FOR LOCAL
TELECOMMUNICATIONS SERVICES

PIERSON & TUTTLE

1200 19TH STREET NW

SUITE 607

WASHINGTON DC 20036



MARC E MANLY

ATTORNEY FOR AT&T CORP
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MICHAEL E GLOVER

EDWARD D SHAKIN
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ATTORNEYS FOR

BELL ATLANTIC TELEPHONE COMPANIES
1320 N COURT HOUSE ROAD
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ARLINGTON VA 22201

M ROBERT SUTHERLAND
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COUNSEL FOR
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FRANK W LLOYD

KECIA BONEY
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CALIFORNIA CABLE TELEVISION

ASSOCIATION
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SUITE 900

WASHINGTON DC 20004

THOMAS E TAYLOR

CHRISTOPHER J WILSON
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JAMES H BARKER

COUNSEL FOR
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VICE PRESIDENT REGULATORY
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GENEVIEVE MORELLI ALLAN J ARLOW

VP AND GENERAL COUNSEL PRESIDENT AND CHIEF
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ASSOC COMPUTER & COMMUNICATIONS INDUSTRY
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CHARLES A ZIELINSKI
ROGERS & WELLS
ATTORNEYS FOR

COMPUTER & COMMUNICATIONS INDUSTRY

ASSOCIATION
607 14TH STREET NW
WASHINGTON DC 20005

RICHARD RICCOBONI
PRESIDENT AND CEO

EAGLE TELEPHONICS INC
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BARRY GORSUN
PRESIDENT
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JOSEPH A LAHOUD
PRESIDENT
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WASHINGTON DC 20001

HENRY MRIVERA
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CHARTERED

ATTORNEY FOR THE COUNCIL OF CHIEF
STATE SCHOOL OFFICERS AND THE
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SCHOOL PRINCIPALS
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WASHINGTON DC 20036

JAMES E KEITH
PRESIDENT
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CHARLES W TRIPPE
CHAIRMAN AND CEO
AMPRO CORPORATION
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PRESIDENT

AXES TECHNOLOGIES INC
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FRED VAN VEEN
VICE PRESIDENT
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BOSTON MA 02118

FRANK TRIPI
VICE PRESIDENT
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40 SHAWNUT RD
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JOHN E LINGO JR
PRESIDENT

LINGO INC
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J R PANHOLZER

VICE PRESIDENT
REMARQUE MFG CORP
110 FIELD STREET

W BABYLON NY 11704

GEORGE SOLLMAN
PRESTIDENT AND CEO
CENTIGRAM COMMUN CORP
91 EAST TASMAN DRIVE
SAN JOSE CA 95134

JAMES B WOOD
PRESIDENT

INOVONICS INC

1304 SAIR AVENUE
SANTA CRUZ CA 95060

L PAUL KNOERZER

VICE PRESIDENT

OK CHAMPION CORPORATION
P O BOX 585

HAMMOND IN 46320

WILLIAM H COMBS IIT
PRESIDENT

TAMAQUA CABLE PRODUCTS CORP
P O BOX 347

300 WILLOW STREET
SCHUYLKILL HAVEN PA 17972

AL W WOKAS

PRESIDENT

RHETOREX INC

200 E HACIENDA AVENUE
CAMPBELL CA 95008

STEPHEN B KAUFMAN

PRESIDENT AND CEO

HEALTHTECH SERVICES CORPORATION
255 REVERE DRIVE STE 101
NORTHBROOK IL 60062



DAVID L DEMING

PRESIDENT

SENECOM VOICE PROCESSING SYSTEMS
6 BLOSSOMWOOD CT

ST LOUIS MO 63033-5202

TENLEY A CARP

ASSISTANT GENERAL COUNSEL

PERSONAL PROPERTY DIVISION
GOVERNMENT SERVICES ADMINISTRATION
18TH & F STREETS NW ROOM 40002
WASHINGTON DC 20405

VINCENT L CRIVELLA

ASSOCIATE GENERAL COUNSEL

PERSONAL PROPERTY DIVISION
GOVERNMENT SERVICES ADMINISTRATION
18TH & F STREETS NW ROOM 40002
WASHINGTON DC 20405

RICHARD MCKENNA
ATTORNEY

GTE SERVICE CORPORATION
PO BOX 152092

IRVING TX 75015-2092

JONATHAN E CANIS

SWIDLER & BERLIN CHARTERED

COUNSEL FOR INTERMEDIA COMMUN -
ICATIONS OF FLORIDA INC

3000 K STREET NW

SUITE 300

WASHINGTON DC 20007

LUCILE M MOORE
CHAIRMAN

INTELECT INC

1100 EXECUTIVE DR
INTELECT INC
RICHARDSON TX 75081

EMILY C HEWITT

GENERAL COUNSEL

GOVERNMENT SERVICES ADMINISTRATION
18TH & F STREETS NW ROOM 40002
WASHINGTON DC 20405

MICHAEL J ETTNER

SENIOR ASSISTANT GENERAL COUNSEL
PERSONAL PROPERTY DIVISION
GOVERNMENT SERVICES ADMINISTRATION
18TH & F STREETS NW ROOM 40002
WASHINGTON DC 20405

GAIL L POLIVY

ATTORNEY

GTE SERVICE CORPORATION
1850 M STREET NW
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WASHINGTON DC 20036

INTERNATIONAL COMMUNICATIONS ASSOC
BRIAN R MOIR ATTORNEY
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2000 L STREET NW

SUITE 512

WASHINGTON DC 20036



ROBERT A MAZER
NIXON HARGRAVE DEVANS & DOYLE
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AND TELEGRAPH COMPANY
ONE THOMAS CIRCLE NW SUITE 800
WASHINGTON DC 20005

ANDREW D LIPMAN

RUSSELL M BLAU

ATTORNEYS FOR MFS COMMUNICATIONS
COMPANY INC

SWIDLER & BERLIN CHARTERED

3000 K STREET NW

WASHINGTON DC 20007
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ATTORNEY FOR
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WASHINGTON DC 20037
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MARY MCDERMOTT

VP AND GENERAL COUNSEL

UNITED STATES TELEPHONE ASSOC
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ORGANIZATION FOR THE PROTECTION AND
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COMPANIES

LISA M ZAINA GENERAL COUNSEL

21 DUPONT CIRCLE NW

SUITE 700

WASHINGTON DC 20036

DANNY E ADAMS

JEFFREY S LINDER
WILEY REIN & FIELDING
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PETER A ROHRBACH

LINDA L OLIVER
ATTORNEYS FOR

WILTEL INC
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COLUMBIA SQUARE
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WASHINGTON DC 2004-1109

DR JEROME R ELLIG
CENTER FOR MARKET PROCESSES
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SOUTHERN NEW ENGLAND TEL CO

VP-REGULATORY AFFAIRS AND
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